A B ST R ACT. This Note applies agency costs theory to explain charter schools' use of forprofit and nonprofit forms, and to suggest ways to make charter school regulation more sensitive to the differences between these forms. Borrowing from Henry Hansmann's "contract failure" theory of nonprofits and recent data on the makeup of the charter school market, I argue that nonprofit forms dominate because they minimize the unusually high agency costs that characterize interactions between charter operators and the parents, regulators, and donors who influence them. For-profit schools survive only when the economies of scale they capture through superior capital-raising offset their higher agency costs. I also compare nonprofits' and for-profits' abilities to achieve some of charter school policy's more complex goals. These include resource attraction, localized governance, and output-based accountability. I conclude by arguing for changes in regulation to control for-profits more tightly and to reflect more accurately nonprofits' and for-profits' relative strengths.
Charter schools are becoming an increasingly important part of America's primary and secondary education system. Since 1991, forty states, the District of Columbia, and Puerto Rico have authorized charter schools,' and more than 3000 such schools have opened. 2 Congress has recently devoted considerable time and attention to charter schools, authorizing major grant programs to assist charter schools with startup costs 3 and facility acquisition, 4 and allowing failing conventional public schools to restructure themselves as charter schools under the No Child Left Behind Act. ' As charter schools increase in importance, so does the debate about the laws that govern them. In this Note, I examine one aspect of that debate: whether to organize charter schools as nonprofit or for-profit entities. The role of profit has become a contentious issue in charter school policy. For-profit schools have drawn criticism for cutting quality in the interests of shareholders and overlooking the public good aspects of education. They have also drawn praise, however, for the innovation, efficiency, and market-style discipline they promise to bring to education.
I explore charter schools' use of the nonprofit and for-profit forms from the perspective of agency costs theory. Though the debate about charter schools is so broad that strong claims about its content are dangerous, voices well informed by agency costs theory appear to have been largely absent. This Note seeks to fill that gap.
Agency costs theory illuminates the debate about charter school organizational form in a number of ways. First, agency costs theory explains the relative dominance of nonprofits in the charter school market. As Henry Hansmann has argued, the nonprofit form is useful when principals have an unusually difficult time monitoring or enforcing contracts with their agents. By prohibiting nonprofits from distributing earnings to shareholders, state laws allow nonprofits to pledge with a high degree of credibility that they won't cheat their patrons in ways the patrons can't perceive or control. Since nonprofits don't stand to gain anything from cheating, they have little reason to do it. Hansmann's model fits the charter school market, because the various restrictions on who can start a charter school, and the charter school definition the U.S. Department of Education uses for administrative purposes allows parents, teachers, school administrators, and any "members of the local community" to operate a charter school." 0 Enrollment in a charter school is also usually optional." Unlike conventional public schools, charter schools rarely have geographic boundaries inside which attendance is compulsory. 1 " Students can leave charter schools for other charters, conventional private schools, or conventional public schools. If a school has more students wishing to attend than seats, it must admit students by lottery. 3 Prior to opening, a charter school must receive a "charter" from a statutorily authorized agency.' 4 Under the federal definition, any "public entity" authorized under state law and approved by the Secretary of Education can authorize a charter school." In most states, charters may be granted by local districts, state departments of education, or universities. The chartering process and the level of scrutiny applied to charter applications vary widely among states.
A related point is that chartering agencies rarely solicit applications. Unlike most publicly funded, privately operated enterprises, charter schools typically apply for public funding on their own initiative, operate largely according to their own terms, and rarely have to endure a competitive bidding process. 6 10. Id. § 7221i(2).
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Id. § 7221i (1) 2043, 2046 (2002) ("Most public school choice plans are intradistrict, meaning that students can choose schools within a particular district but cannot cross district lines.").
13. 20 U.S.C.A. § 7221i(1)(H) (West 2003) .
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Id. § 7221i(3)-(4).
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Id. § 7221(4). 16 . By capping the number of charter schools at artificially low levels, some states may create a system functionally similar to a competitive bidding process. New York's charter law, for example, only allows the state's Board of Regents to authorize fifty charter schools. Elissa Gootman, In Last Call, Regents Approve 4 New Charter Schoolsfor the City, N.Y. TImEs, Jan.
10, 2006, at B6. The Board considered six applications in handing out its last four charters under the law. Although a spokesman for the New York City Schools Chancellor said all six applications were "worthy" of charters, only four could win. Id. In essence, the six applicants had to compete directly for four charters. The charter application process generally only becomes directly competitive near the top end of a cap, however, and often the caps When cities hire private trash collectors, for example, they usually begin by defining the areas to be served and seeking competitive bids. 17 In most cases, after signing a contract, the city stops collecting the trash and lets the winner of the bidding process take over. In contrast, school-chartering agencies tend to wait passively for charter operators to come to them, and the goals of charter schools may have little or no connection to the strategic plans of the districts in which they operate. Charter applicants usually determine their own "educational objectives" and basic curricula; these objectives and curricula are merely "agreed to" by chartering agencies.'" And charter authorizers usually grant charters to worthy applicants even when existing conventional public schools have the capacity to educate all students in an area. This often means that conventional schools' costs remain the same even after charter schools appear in their areas and begin drawing away students and the funding attached to them. 19 Sometimes charter schools follow a more traditional privatization model. Under the No Child Left Behind Act, for example, local districts, on their own initiative, can dissolve failing conventional public schools and convert them to or replace them with charter schools." Under the U.S. Department of Education definition, charter schools are "exempt from significant State or local rules that inhibit the flexible operation and management of public schools." 21 Granting charter schools greater freedom ideally enhances their ability to innovate and operate efficiently. Unlike conventional public schools, which the government monitors by dictating inputs -e.g., whom to hire, what to teach, and where to teach itcharter schools in theory are primarily regulated by the monitoring of their output as measured by student achievement. They develop their own educational objectives and the means for measuring them, ' and government agencies do not interfere with these decisions as long as charter schools themselves come under fire when they prevent charter authorizers from granting charters to worthy applicants. See, e.g., Elissa Gootman, Lines Are Drawn in Fight To Add Charter Schools, N.Y. TIMEs, Jan. 9, 2oo6, at Ai. 17 . For an excellent introduction to the forms and purposes of "contracting out," see JOHN D. DONAHUE, THE PRIVATIZATION DECISION (1989) . demonstrate success. When charter schools fail, chartering agencies or state boards of education theoretically respond by closing the schools rather than by dictating inputs. 3 The "output-based regulation" ideal has frequently faltered in practice. Charters have often failed to establish meaningful and measurable goals, and charter schools' freedom is limited by significant input-based regulation. Many (perhaps most) charter schools must comply with state-level regulation of curriculum and teacher qualifications. And exemptions from state laws and regulations appear to have been rare. 4 Charter schools must also be nonsectarian, 2 " and must comply with antidiscrimination, 6 auditing," 7 safety and health," s and other applicable state 2 9 and federal laws. Nevertheless, charter schools have often found ways to carve out room for unique curricula and governance structures even in the face of heavy regulation.
B. Distinguishing For-Profit and Nonprofit Charter Schools
Charter school operators have discovered a variety of innovative ways to combine for-profit and nonprofit forms. These forms occupy a continuum, with schools owned and operated by for-profit entities on one end and schools owned and operated by nonprofit entities on the other. Although the charter school literature has often failed to distinguish among these forms, a thorough understanding of them is essential for my purposes. The place a school occupies on the continuum will determine how accurately economic models developed to describe more pure for-profit and nonprofit firms apply.
On the nonprofit end of the continuum are charter schools organized under state laws as nonprofit corporations that qualify for tax exemptions under 
29.
Id. e 722ei(L)(K)a Imaged with the Permission of Yale Law Journal I.R.C. § 501(c)(3). In a pure nonprofit charter school, the nonprofit entity that holds the school's charter manages all strategic and day-to-day operations and directly employs all the teachers, administrators, and staff. 3 Also near this end of the continuum are nonprofit charter-holding organizations that hire nonprofit management entities to operate their schools.' In these schools, one nonprofit entity may receive the charter from a chartering agency, and then hire a separate organization to actually manage the school. On the for-profit end of the continuum are firms organized as for-profit business entities under state law that both hold charters and manage their schools' operations. Charter schools on the extreme for-profit end of the continuum are rare. 32 The middle of the continuum is inhabited by what I will call "hybrid schools." In a hybrid school, a nonprofit entity receives and holds the school's charter, and contracts with a for-profit firm for management services. 3 Sometimes these arrangements make genuine economic sense, with nonprofit charter-holding entities and for-profit management firms each playing their roles more efficiently than the other could. Often, though, these arrangements owe their existence to state laws that prohibit for-profit entities from holding charters directly. Since they can't hold charters themselves, for-profit entities find or create nonprofits capable of doing it for them. Nationally, approximately fourteen-4 to nineteen 35 percent of nonprofit charter schools contract with for-profit management firms for at least some services. The place a particular hybrid school occupies on the for-profit-nonprofit continuum depends on the kinds of services the for-profit management firm provides. Some hybrid schools hire for-profit firms only for limited logistical services or the outlines of a curriculum, and thus fall close to the nonprofit end of the continuum. Most hybrid schools, however, grant for-profit management companies more substantial roles. The U.S. Department of Education found that seventy-one percent of hybrid schools hired for-profit firms to "manag[e] the overall operation or administration of [the] school.", 6 Sixty-four percent had the for-profit firms direct curriculum and instruction, and sixty percent had the firms hire staff. 7 Sixty-four percent of the nonprofit charter-holding entities in hybrid schools also received seed or startup funds from their forprofit managers."
More detailed observation supports the story these national statistics tell of deep involvement by for-profit firms. A report issued by Western Michigan University found that for-profit management companies in Michigan -a state with an unusually high percentage of for-profit schools 39 -often own charter schools' buildings, equipment, and supplies; nominate and cultivate support for board members of the nonprofit entities that apply for charters; and contribute startup capital. 4° In fact, some management companies in Michigan refuse to contract for anything other than "full service" agreements that grant them total authority over the schools. 4 ' The existence of a number of for-profit management companies serving only one school 42 suggests that the line between nonprofit charter-holding entities and their for-profit management companies is thin. A for-profit management firm serving only one school would have no economies of scale to justify independence from its client, absent legal restrictions on direct ownership by the management firm. 
Imaged with the Permission of Yale Law Journal
Anecdotal evidence suggests that many nonprofit entities are merely fronts for for-profit firms. 43 The place a hybrid school occupies on the continuum may also be influenced by the way its management firm is compensated. Two basic arrangements are possible. A management company may receive a fixed fee (calculated per student, per school, or by some other method), and the nonprofit hiring organization may pay all of the school's operating expenses. Under this kind of arrangement, a for-profit firm might have relatively little to gain from cutting costs or quality, except to the extent that overspending might make the nonprofit charter-holding organization insolvent and eliminate the possibility of a continuing relationship. A second possible arrangement may grant a management company a fee and require the company to pay its operating expenses out of that fee. In these circumstances, the for-profit management company has much to gain by cutting costs, since it receives all of whatever surplus remains after expenses are paid. In this kind of compensation arrangement, the for-profit manager may be indistinguishable from an owner who receives nearly all or most of the business' revenues and bears the requisite level of liability and costs.
Evidence of how for-profit management firms are actually compensated is hard to find. Its last public filing before it went private suggests that Edison Schools, the nation's largest for-profit education management company, 44 typically receives a large fee and pays its own operating expenses out of that fee. 4 ' But it is unclear if Edison's experience is typical. Only a handful of forprofit education management organizations are public companies subject to filing requirements under the securities laws, so little is known about their 43. The California Charter Academy (CCA) is perhaps the highest profile example. While facing bankruptcy and a state investigation in 2004, the nonprofit company closed sixty schools. The investigation revealed that the chief executive of CCA also happened to be the chief executive of the for-profit firm that managed most of the schools opened under CCA's charters. Jennifer Coleman, State Expands Investigation of Charter School, Assoc. PRess, Aug. 9, 2004, available at http://www.sfgate.com/cgi-bin/article.cgi?f=/news/archive/2oo4/o8/ 09/statel852EDToo94.DTL; Molnar, supra note 32, at 27-28; see also id. at 30 (describing instances in which for-profit management firms have "set up non-profit entities that appear to be little more than fronts for the for-profit firm").
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MOLNARETAL., supra note 46, at 28-29.
45. Edison Sch., Inc., Annual Report (Form io-K/A), at 19 (Sept. 30, 2003) (noting that Edison's contractual partners typically "provide [Edison] with per-student funding generally comparable to that received by other schools in the district and give us substantial control over a school"); id. at 12 (noting that Edison arranges for a facility in most of the charter schools it manages). For an example of a highly ambiguous compensation arrangement involving another company, see Molnar, supra note 32, at 32.
operations. 46 These companies naturally hesitate to share the details of their management contracts with anyone other than potential investors. 47 The place that hybrid schools occupy on the for-profit-nonprofit continuum affects how closely economic models developed to describe forprofit firms can be applied to hybrid schools. Hybrid schools that hire forprofit managers only for limited purposes may closely emulate pure nonprofit schools in their economic behavior. On the other hand, hybrid schools in which the for-profit management firms' control and incentive are powerful enough may behave similarly to schools fully owned and operated by for-profit entities. For example, if a for-profit management firm controls all of the dayto-day and strategic operations of a hybrid school, 8 and the firm's compensation turns in some way on its ability to minimize costs and maximize revenue, a hybrid school has nearly the same incentive and capacity to lower costs and increase revenue as a pure for-profit school. In such situations, the management company internalizes most of the upside and downside of owning the firm. It also enjoys most of the control, as the nonprofit charter-holding firm is unlikely to exercise meaningful authority. Even if a non-profit board is more than a stand-in created by the for-profit management firm to obtain the charter, the for-profit management firm's control may be so complete that firing it would be akin to closing the school.
In keeping with this understanding of hybrid for-profit firms, in the rest of this Note I use the term "for-profit" to refer both to pure for-profit schools and to hybrid schools in which the for-profit management firms' involvement is so deep that the schools function, in economic terms, like for-profit firms. Similarly, I count as "nonprofit schools" hybrid schools in which the for-profit management firms' involvement is too small to distinguish the schools from pure nonprofit schools. Table 1 compares the number of nonprofit and for-profit schools, as I have defined them, in the charter school market. These data, taken from annual reports issued by Arizona State University (ASU), illustrate that nonprofits have consistently dominated the charter school market since 1998-1999, the first school-year for which comparative figures are available. Although forprofits have never come close to competing with nonprofits for market leadership, they have nonetheless maintained a presence that must be accounted for. 
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Most hybrid schools fit this description. See supra notes 36-38 and accompanying text. There are two limitations in these data worth noting. First, the ASU report included as for-profits only schools that were completely managed by forprofit entities. That is, the ASU report did not consider a hybrid school to be under for-profit management if the for-profit firm had anything less than total control over the school's day-to-day and strategic operations. This may bias the number of for-profit schools slightly downward, if we think a hybrid school may act like a for-profit firm even when it's under less than total control by a for-profit firm. Second, the report likely failed to include some hybrid schools managed by small for-profit firms." 0 For-profit companies with only one or two schools under management tend to keep a low profile, which makes them difficult to find and identify in a nationwide study. This biases the percentage of charter schools downward, since it means there are hybrid charter schools out there that the ASU study did not find. The ASU study's disproportionate failure to find small for-profit operators is primarily important for my conclusions about for-profit firms' tendency to operate at large scales. 5 '
II. EXPLAINING NONPROFIT DOMINANCE
In this Part, I argue that nonprofits dominate the charter school market because they control agency costs more efficiently than for-profits do. In Section A, I explain Henry Hansmann's "contract failure" theory of nonprofit organizations, focusing on the theory's prediction that industries characterized by high monitoring and agency costs tend to be dominated by nonprofits. In Section B, I argue that this theory fits the charter school market because monitoring and agency costs are high for many of the constituencies that influence charter schools' survival. In Section C, I analyze in detail how the constraints of the nonprofit form reduce agency and monitoring costs in charter schools. In Section D, I consider some alternative theories to explain nonprofit entities' dominance of the charter school market.
A. Contract Failure Theory
Although economists have yet to settle on a paradigmatic general theory of nonprofit firms, the last two and a half decades have seen Henry Hansmann's contract failure theory begin to prevail." 2 The theory emphasizes nonprofits' ability to reduce the inefficiencies stemming from high monitoring costs. Hansmann explains the theory succinctly:
[N]onprofit firms serve particularly well in situations characterized by ... "contract failure" -that is, situations in which, owing either to the 51. See infra notes io8-111 and accompanying text. 1981) . Burton Weisbrod's theory has also received much recognition. Weisbrod has argued that nonprofits supply public goods to individuals who demand more of the goods than the government is able to supply. In Burton's theory, the government does not supply these goods efficiently because it is incapable of pricing to reflect the benefits generated by the good. Burton A. Weisbrod, Imaged with the Permission of Yale Law Journal nature of the service in question or to the circumstances under which it is produced and consumed, ordinary contractual devices in themselves do not provide consumers with adequate means for policing the performance of producers. In such situations, the nonprofit form offers consumers the protection of another, broader "contract" -namely, the organization's commitment, through its nonprofit charter, to devote all of its income to the services it was formed to provide. s3
Contract failure may occur for a variety of reasons. Consumers may be unable to compare different producers, make a clear bargain about the nature of the goods and the price to be paid, evaluate a product, or enforce a bargain. 4 In situations characterized by contract failure, producers can cut quality in ways that consumers either can't perceive or to which they can't respond. Forprofit firms are particularly dangerous to consumers in these situations because the owners of these firms benefit from whatever surplus the firms gain from their customers' losses.
Consumers respond to this problem by turning to nonprofit firms who act somewhat like fiduciaries on their behalf. Nonprofit firms can serve this function because state law prohibits them from distributing profits to shareholders.' 5 These firms must plow their earnings back into their businesses and devote themselves to serving patrons. s6 This "nondistribution constraint"" assures patrons that the firm has little incentive to take advantage of them by reducing quality. This is important for patrons who cannot verify directly that the firm is treating them fairly.
Hansmann offers a number of examples of nonprofit organizations that fit this mold, such as CARE and the American Red Cross, which receive money from donors to subsidize demand among the poor for necessities like food and clothing. Hansmann argues that although it may seem odd, for-profit firms could conceivably provide this same service: for example, they could provide X pounds of rice to a person in Africa in exchange for Y dollars from a donor in the United States. For-profit firms rarely provide this kind of service, however, because monitoring costs are too high; a donor in the United States has almost no way of knowing how well a firm is subsidizing demand in Africa. In the absence of mechanisms for directly verifying a firm's performance, the donor does the next best thing: She gives her money to a nonprofit firm that, because 53. Hansmann, Reforming Nonprofit Corporation Law, supra note 52, at 506-07.
54. Hansmann, The Role of Nonprofit Enterprise, supra note 52, at 843. 55. Id. at 838. 56. HANSMANN, supra note 52, at 228.
Id.
of the nondistribution constraint, has little incentive to cut quality in unverifiable ways. ss
B. High Monitoring Costs in Charter Schools
Hansmann's theory can explain the dominance of nonprofit firms in the charter school market. Several interest groups influence a charter school's success and failure, including parents, government agencies, and donors. 5 9 Each of these groups has goals they want the charter school to meet (generally centering on academic achievement), and each faces significant monitoring costs that prevent them from assessing and enforcing the school's attainment of those goals. These groups face common monitoring problems, including perceiving and measuring students' achievement and enforcing the threat of accountability. Hansmann's theory explains nonprofit dominance as a product of these groups' efforts to reduce monitoring costs. These groups prefer nonprofits because nonprofits offer assurances that managers will not cut costs and quality in imperceptible ways. In the following three Subsections, I explore the monitoring costs each of these groups encounters and explain how these groups respond to monitoring costs by encouraging nonprofit dominance.
Monitoring by Parents
Early charter theory placed a great deal of emphasis on parental monitoring. Early charter theorists argued that schools would live or die based 58. Hansmann distinguishes between "donative" and "commercial" nonprofits based on their sources of income. Hansmann, The Role of Nonprofit Enterprise, supra note 52, at 840-41. Donative nonprofits receive income from donors who do not directly consume the goods or services. Commercial nonprofits receive income from patrons who directly consume the goods the firms produce. Charter schools exhibit elements of both donative and commercial nonprofits. They are donative because governments and private donors give money to charter schools to act as third-party intermediaries between them and the students; they are commercial because students look a lot like paying customers, bringing and taking government funds with them when they enter and leave.
sg. Investors, creditors, and suppliers also play important roles in determining which charter schools succeed. I do not discuss them here, however, because their influence is unlikely to push the charter market in either the nonprofit or for-profit direction. Investors cannot invest in nonprofits, and there appears to be no concrete reason why creditors or suppliers would prefer either for-profits or nonprofits. It is unlikely that monitoring costs matter to creditors and suppliers, since they are primarily interested in charter schools' financial health, rather than their success in educating students. Charter schools have no more ability to obfuscate in financial matters than any other businesses do.
on their ability to gain parents' trust. 6° In fact, parents have had great difficulty monitoring charter schools and holding them accountable. A parent's goal is relatively simple: She wants the best education for her child. But parents face two obstacles in monitoring schools' achievement of this basic goal: (1) measuring and assessing output and (2) enforcing accountability once they become dissatisfied. The first set of problems is rooted in parents' distance from their children's education. Parents do not sit in classrooms and receive instruction; their children do. Parents, therefore, must resort to proxy measures of schools' output, such as tests and conversations with students and teachers. Each of these has severe limitations. The debate about testing is large and complex, and it need not be rehearsed again here. It is sufficient to point out that tests do not seek to measure many relevant character traits and values that education aims to instill in children, such as self-discipline and cooperation. Tests are especially problematic in assessing idiosyncratic charter schools such as Montessori schools, which make character cultivation a central aim.6i Additionally, test data may not be easily accessible for parents making decisions. While parents may be able to obtain their own children's test scores, aggregated test data is often hard to acquire. In fact, many states have had severe problems collecting and disseminating information to parents.62
Of course, parents can also talk directly to their children and to teachers, but these softer measures have limits as well. Teachers at for-profit schools, for example, may be unreliable sources of information because they feel pressure to speak optimistically to keep students from leaving. Children may also be unreliable: They can be quizzed and questioned, but they often lack the capacity to judge their educational experiences and to articulate those 60. See, e.g., CHUBB & MOE, supra note 6, at (arguing that government agencies should not attempt to monitor or evaluate schools on any measures of performance and should only assure parents' access to information); FRIEDMAN, supra note 6, at 89. A high school student doing poorly at a charter school may prefer to stay at the school because her friends are there, while a parent may prefer her to leave. A larger problem that plagues almost any method of measuring a school's output is the risk that a child's performance depends on factors beyond a school's control or influence. When a teenager loses interest in school, is it because of the school or because of the teenager? Large-scale studies can sometimes make judgments within reasonable confidence intervals about a school's general effect on students, 6 " but the uncertainty is much greater when assessing individual students. Even if a school does well on measures of aggregate student performance, parents have little insight into whether their own children are outliers and could do better elsewhere.
The second major monitoring obstacle is that even when parents can gather and comprehend information, they may be in a poor position to enforce accountability. Children become attached to teachers, friends, and routines, and even if a school is performing worse than other available schools, the psychological and emotional costs of removing a child may well exceed the uncertain gains from putting her in a better school. Additionally, parents may be vulnerable to a sunk-cost bias, 6 4 irrationally keeping their children in underperforming schools because they do not want to confront the failures of their own judgment. Parents may also have few alternatives. Most school choice plans are small, 6 " and parents thus face a choice between one or perhaps a handful of conventional public schools and one charter school. For parents who prefer idiosyncratic charter schools, such as Montessori schools or schools with particular subject emphases, the choices are particularly limited.
Hansmann's contract failure theory suggests that parents may respond to all of these monitoring problems by preferring nonprofit schools. Though probably unfamiliar with the nondistribution constraint, parents may intuitively recognize their own vulnerability to being cheated and may understand that nonprofit schools not subject to profit motives and shareholder pressure are less likely to cheat them than for-profit schools. Parents' preferences, in turn, influence the shape of the charter school market. If parents don't trust a school, they can refuse to send their children there. Since funding is tied to enrollment, schools without students go out of business. And since parents have reason to prefer nonprofits, it is not surprising that nonprofits dominate the charter school market.
Monitoring by Governments
Government agencies also play an important role in determining charter schools' success. Like parents, government agencies have great difficulty monitoring charter schools. Hansmann's theory therefore suggests that agencies use their influence to encourage nonprofit charters more than forprofit charters.
Government agencies monitor charter schools for their achievement of several goals. First, governments want children to learn the material they're taught. Often this interest overlaps with parents' interests. Occasionally, however, it may bring governments and parents into conflict when parents are unable or unwilling to seek their children's best interests. Governments also have public-good-related goals. These generally do not overlap with parents' interests and may even conflict with them. In a democracy, education serves public ends by molding students into good citizens capable of fulfilling their civic responsibilities. 66 members of society. Since good citizens do not fully internalize all of the benefits their civic-mindedness brings to society, education is in some senses a public good. Public-good-related interests may bring governments into conflict with parents who prefer bizarre anti-social curricula, or (more likely) curricula that emphasize specialized subject areas at the expense of subjects that might transform children into better citizens. 6 7 Governments also have distributional goals, which motivate them to ensure certain norms of equal access and compliance with disability and nondiscrimination laws. 68 Governments, however, have their own limitations. First, government agencies face many of the same output-assessment and accountabilityenforcement problems that parents do. Second, goal-definition may be more difficult for government agencies than for parents, because agencies must reconcile competing ideas of educational success. Third, information-gathering problems are in many ways more complex for governments, which are far removed from individual children and must discern broad trends and make large-scale policy judgments. In making these judgments, governments must rely more heavily on tests than parents do. 6 9 Finally, agencies face obstacles to using the limited regulatory mechanisms that charter school statutes provide to enforce accountability. Although charter school theorists emphasize the threat of government-mandated closure, such closures have been rare." 0 Charter schools often become deeply politically entrenched and even underperforming ACCOUNTABILITY 3 (2002) (finding that only 6.7% of charter schools nationwide had been closed by government agencies); PCSP EVALUATION, supra note 31, at 47 (finding that only six percent of charter schools in a national sample failed to have their charters renewed after the initial charter period expired); id. at 50 exhibit 4-8 (finding that a majority of charter authorizers reported a high degree of difficulty closing schools). schools tend to gather support. 7 ' A group of researchers who participated in a UCLA-sponsored study of California charter schools has argued that "holding charter schools accountable [i]s as much a political process as it [i]s an administrative matter." 72 Charter schools have fought at least as vigorously in political and bureaucratic settings as in the market for students. 73 Government monitoring has also been hampered by a wide range of failings that, though not inherent in charter theory, arise frequently in practice. For example, charter schools and government agencies are often uncertain about the scope of the government's monitoring authority. 74 The most recent study of the Public Charter School Program found that "charter school legislation in the states has provided virtually no guidance on how authorizers should approach account-ability processes.
One charter operator in California and his district superintendent disagreed even about whether the charter school had to meet the district's achievement standards or could set its own. 6 In Arizona, which has long been a leading charter school state, researchers observed similar uncertainty. 7 ' Such vagueness in a monitoring agency's mandate can profoundly cripple the agency in the politicized charter environment. 7 Monitoring agencies also frequently lack adequate resources. In fact, most monitoring bodies have no staff specifically devoted to charter school issues at (finding that similarly performing charter schools were more likely to be shut down in districts where school boards had strong political support than in districts where school boards had weaker support).
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Id. at 326. 74-Vergari, supra note 30, at 731 ("Across the states, there is a lack of clear understanding about what charter schools are responsible for, to whom they are responsible, and when they will be held accountable."). all.7 9 The symptoms of this problem have included limited communication between agencies,0 poor information gathering, and, in some states, the failure of any agency to take responsibility for assessing charter school performance. 8 1 What few resources agencies devote to charter schools may have limited effect because charter schools often fail to set clear and measurable goals for themselves. 8 2
See
The challenges government agencies face in monitoring charter schools are evident in agencies' emphasis on indirect forms of monitoring and regulation. Agencies tend to hold charter schools accountable primarily for failures to comply with financial regulations, nondiscrimination regulations, and other definite but narrow rules, rather than for shortcomings in academic performance."' Additionally, many charter schools receive no more autonomy 79. PCSP EVALUATION, supra note 31, at 38 (finding that in 2001 only approximately one-third of authorizers had an office or staff dedicated to monitoring charter schools); Vergari, supra note 30, at 746 (quoting an audit by the Massachusetts Inspector General finding that local chartering agencies had insufficient resources to monitor charter schools effectively).
go. Garn & Stout, supra note 77, at 149, 151.
8i. Crew & Anderson, supra note 62, at 199-200 (finding that, although Florida's education agency required regular financial and student performance reporting by charter schools, "no one in Florida's educational system has taken responsibility for annual analysis and reporting of the data that were included in these reports"). One former associate superintendent at the Arizona Department of Education told a researcher that before the department initiated a new information-gathering program in 1996, "'[w]e would hear horror stories or parents would call in with these unbelievable tales of stuff, and nobody really knew what was happening, nobody knew if the schools were delivering what they said they would. Were they complying with their charter or not? Nobody really knew.'" Gan, supra note 62, at 584. is much more likely to monitor and enforce financial and regulatory rules than academic performance standards. See Garn, supra note 62, at 584 (quoting an ADE staff member saying: "We did not do a programmatic audit in that we did not look at quality or the process of education .... What we were monitoring were those things that have either legal or statutory compliance or charter compliance, meaning that they were doing things that either weren't in their charter, or they weren't doing things that were in their charter. So, we looked for the compliance in state and federal statutes."); Hess & Maranto, supra note 82, at 67 (finding that most of the nineteen charter school closings in the Arizona program's first four years were motivated by financial and regulatory problems, and that all Imaged with the Permission of Yale Law Journal Q, from input-based regulation than conventional public schools do, presumably because many regulators do not trust their ability to control charters through output-based monitoring.84 This reality contrasts with charter theory and statutory program design. Most charter authorizers and monitoring agencies claim to monitor academic performance." s Indeed, output-based accountability is a central theme in the charter school movement. But academic performance is so difficult to measure and so open to controversy that poor academic performance has resulted in few school closings. Hansmann's contract failure theory predicts that in response to these monitoring difficulties government agencies will prefer dealing with nonprofit charter schools. Though direct evidence of agencies' preference for nonprofits is hard to find, agencies may have encouraged nonprofits in a number of ways. Agencies determine which schools may open and how long they may operate. In practice, the scrutiny chartering agencies apply to new charter applications may vary widely. But when such scrutiny is meaningful, chartering agencies may be more likely to approve nonprofit schools than for-profit schools because the agencies may recognize the deficiencies in their own ability to monitor. Additionally, to reduce their monitoring costs, agencies may design and police nonstatutory regulations in ways that are unfriendly to for-profit charter schools. (2005) [hereinafter FLORIDA REPORT] ("Financial problems were the most frequently cited reason for the closure of Florida charter schools .... "); PCSP EVALUATION, supra note 31, at 49 (finding that financial problems and problems complying with regulations were the two most frequently cited reasons for formal sanctions by authorizers, including charter school closure, across the country); Crew & Anderson, supra note 62, at 201 (finding that among nineteen Florida charter closures studied, only one cited academic performance as the primary reason for closure); Wells et al., supra note 71, at 334 (noting that in California "district officials [were] much more likely to hold charter schools accountable on fiscal rather than academic measures"). 84. PCSP EVALUATION, supra note 31, at 31; UTAH FOUND., supra note 19, at 1; Wells et al., supra note 71, at 326 ("[I]n many instances, the amount of autonomy and the degree of accountability that charter schools experienced were often no more or less than those of the non-charter public schools."); see also Hassel, supra note 83, at 454 (noting that compliance with regulations occupies an inordinate amount of charter school administrators' time).
85. PCSP EVALUATION, supra note 31, at 43 (finding that ninety-one percent of charter school monitoring agencies claim to monitor student achievement on statewide performance assessments).
Monitoring by Donors
Unlike conventional public schools, some charter schools attract substantial donations. Because donors' money plays an important role in determining which schools succeed and which fail, donors' tendency to choose nonprofits may also help explain the shape of the charter school market. To understand the ways in which donors incur monitoring costs, it is important to understand the forms donations take. Charter donors make their contributions in a wide variety of ways. First, they contribute cash. It is difficult to pin down exactly how much money private donors have given charter schools, but a recent U.S. Department of Education study found that the great majority of states reported private cash donations as sources of startup funds for charter schools. 8 6 Anecdotal evidence also suggests that donations have been important to many charter schools. 8 This evidence is bolstered by the fact that many states, either deliberately or inadvertently, give charter schools less money than conventional public schools, making donations important. 8 8 86. PCSPEvALUATION, supra note 31, at 16. 87. WELLS ET AL., supra note 61, at 37 (describing a charter school that received forty percent of its funding from private donors and a school that operated in a donated building); id. at 38 (observing that every school in the study attempted to obtain grants from private foundations, the State of California, or the business community); id. at 41 (describing a charter leader who used his personal connections to gather grants and donations for his school); see also Second, donors contribute volunteer labor. Many researchers have found that charter schools generally get more out of parents and volunteers than traditional schools do." 9 This labor may not be as useful as skilled paid labor, and it may inefficiently distort charter schools' choices away from cash-andcapital-intensive instructional methods (such as computers) to labor-intensive methods (such as supervised reading and games). But volunteerism can come in the form of valuable skilled labor as well. Amistad Academy, a highly successful charter school in New Haven, Connecticut, for example, has on its board several prominent community members who volunteer their fundraising, finance, and management expertise. 9°F inally, nonprofit charter schools often attract talented and energetic managers and teachers who forego higher salaries in private schools or other industries to pursue their passion for education. 91 It may seem strange to think of these skilled workers as "donating" their labor, but the economic effect is similar to volunteerism. The enthusiasm and skill of undercompensated workers may well be the most significant factors driving charter school success. 92 Amistad Academy, for example, was founded and operated by a group of prominent community members led by Dacia Toll, a Yale Law School graduate and Rhodes Scholar with substantial management expertise. Toll says that were it not for the opportunity to become involved in a charter school on her own terms, she probably would not have entered public education. 93 "equal" can be extremely difficult. School funding sources are many and varied, and they are often conditioned on particular school characteristics, making direct comparisons unhelpful. (2004) ("[C]harter schools' most significant strength is not their accountability to external actors but rather their ability to harness the shared commitment and energies of the internal actors.").
See
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Interview with Dacia Toll, supra note 87 ("We have the keys to the car. We have total control over budget and hiring. We have everything within our power to make this a truly great school. It would be demoralizing to get involved and have control taken out of our hands.") Teachers appear to derive satisfaction from the perception that charter schools are more flexible, collegial, and serious about success. 9 4 As a result, these teachers may work harder and may stay in publicly funded education longer than they otherwise would. Donors face many of the same monitoring problems that agencies and parents do. Because children's achievement is so difficult to measure, and because the risk that children's achievement is influenced by forces outside of the schools' control is great, 9 s donors may hesitate to give their money and time to for-profits. Donors' ability to monitor may depend to some extent on the form the donations take. Perhaps some large cash donors, important volunteers, and underpaid employees are in better positions to monitor charter schools than parents and agencies are. They may be able to gain something like insider status, sitting on charters' boards or participating in their management and decisionmaking.
Even if some donors have some ability to monitor and enforce accountability, there are enough schools vying for these donors' money that even small differences between for-profit and nonprofit schools in the difficulty of monitoring may cause donors to offer their money and services to nonprofits. If that is so, nonprofit schools gain a competitive edge by having access to donated funds and labor. It is difficult to say exactly how strongly donors have influenced the makeup of the charter market, for the same reasons it is difficult to say how much donors contribute. Contract failure theory, however, strongly suggests that donors will favor nonprofit charter schools.
C. Enforcement of the Nondistribution Constraint in Charter Schools
We now have some sense of the problems parents, agencies, and donors face in monitoring charter schools. We also know that Hansmann's contract failure theory suggests that these constituencies will use their influence to encourage the growth of nonprofits as a solution to these monitoring problems. In this Section, I turn to the question of how exactly nonprofits solve monitoring problems. The nondistribution constraint in nonprofit charters provides parents, governments, and donors a guarantee that the schools will not cut quality in ways these constituencies cannot perceive to increase shareholders' profits. In this regard charter schools are a typical instance of the general contract failure story. Ordinarily, the nondistribution constraint is enforced by state attorneys general, the IRS, or, in a small number of states, patron lawsuits. 96 This kind of enforcement is as plausible in the charter school industry as in any other. Nonprofit charter schools may be subject to closer policing on the nondistribution constraint than nonprofits in other industries, though, because charter schools are regulated heavily in other aspects of their businesses. The nondistribution constraint may sometimes be enforced by state boards of education or other charter regulatory agencies."' Although charter regulators have many failings, they appear to police charter school finances relatively well.9' These efforts may indirectly (and inadvertently) have an effect similar to enforcement of the nondistribution constraint. In the process of auditing charter schools and scrutinizing the way they use government funds, charter regulators may stumble across violations of the nondistribution constraint. Many charter closures have resulted from discoveries of the deliberate mismanagement and indirect profit distributions that typify violations of the nondistribution constraint in more conventional industries. 9 Sometimes charter regulators recognize this kind of dubious conduct as a violation of state nonprofit corporation laws and may enforce those laws directly or report violations to state attorneys general. It is also possible that charter regulators process violations of the nondistribution constraint as violations of charterschool-specific financial regulations or regulations requiring charter schools to comply with all relevant state laws. They may, for example, require particular funds to be spent in particular ways, or may place tight limits on the way schools use public funds. In any event, the effect is the same.
Besides inviting direct and indirect enforcement of the nondistribution constraint, the nonprofit form may also constrain charter schools in extralegal ways. Hansmann has argued that the social norms associated with nonprofit enterprise may be more effective than the threat of legal sanctions in policing 96. Hansmann, Reforming Nonprofit Corporation Law, supra note 52, at 6o0-13. 97. I could find no documented instance of a state attorney general enforcement action against a charter school for violation of the nondistribution constraint. Such enforcement of the nondistribution constraint is rare in all industries. Id. at 6Ol; see also the nondistribution constraint. '°° A significant empirical literature has demonstrated that workers at nonprofit firms are willing to accept lower pay than their similarly qualified peers at for-profit firms in exchange for the extra satisfaction that comes from working at nonprofit firms.' Since nonprofit charter schools are often filled at least partly with teachers who believe in the schools' missions, 0 2 nonprofit charters may be less likely to take advantage of parents' and agencies' inability to monitor than for-profit charters are.
D. Alternative Explanations for Nonprofit Dominance
Contract failure is not the only way to understand nonprofit dominance. Several alternative explanations help to account for the makeup of the charter school market. However, because these alternative explanations have limited capacity to explain the charter market, contract failure appears to be the most significant factor driving nonprofits' relative success.
The most obvious alternative explanation is state law: Most states prohibit for-profit corporations from receiving charters. This explanation is less promising than it initially appears because it cannot account for the infrequency of hybrid schools in most states. Only six of the forty-one states with charter laws statutorily prohibit hybrid schools. 3 If legal restrictions on direct charter-holding were the only obstacle to greater for-profit presence in the market, then hybrid schools that avert legal restrictions but functionally approximate for-profit schools would be more common than they are.
Another possible explanation is that charter schools are simply unprofitable. Reliable data on the profitability of charter schools is extremely difficult to find, so it is hard to assess the premise of this explanation direcdy. 1°4 But such data would illuminate little."as It goes almost without ioo. Hansmann, The Role of Nonprofit Enterprise, supra note 52, at 875. saying that it's hard to turn a profit in for-profit charter schools. If it weren't, there would be more such schools. The real question, then, is not whether forprofit charters are unprofitable, it's why. The contract failure theory I have espoused allows us to move beyond the somewhat tautological observation that for-profits are not particularly profitable and begin to understand the reasons why this is so. A related explanation is that charter schools are unprofitable because their revenues are fixed. The amount of money that follows each child to a charter school remains static, no matter how much the school spends on its operations. For-profits cannot make money, the argument goes, because they cannot charge enough. This argument has the same problem that the general unprofitability argument does: It fails to explain why nonprofits are capable of operating with fixed revenues while for-profits are not. More important, pricing is a function of both quality and revenue. Even if revenues are fixed, for-profit schools can simulate price increases by lowering quality. As long as revenues exceed costs, profits are possible, regardless of whether revenues are fixed. Imagine, for example, a for-profit school situated in a neighborhood where the conventional public schools are so bad that the for-profit school can attract a large student body merely by putting a roof on the building. ,6 Such a school could easily turn a profit by running a bare-bones operation just slightly better than the local conventional public school.
It is possible that, given fixed revenues, the return to capital on even barebones for-profit charter schools is simply too low for investors. One of the major differences between for-profits and nonprofits is that for-profits need to compete not only with other charter schools but also with other investment opportunities, and for-profit schools may be unable to match these opportunities with fixed revenues. Fixed revenues need not supplant contract failure as the major explanation of nonprofit dominance, however. Fixed revenues are problematic only if costs are high. And contract failure theory helps to explain high costs with reference to the challenges of overcoming the skepticism of parents, regulators, and donors.
ios. This isn't entirely true. If for-profit charters turned out to be tremendously profitable, then we might think that barriers to entry or some other market imperfection was responsible for the scarcity of for-profits. 
III. EXPLAINING FOR-PROFIT EXISTENCE
Given that monitoring costs in for-profit charters are so high, it seems strange that any parents, agencies, or donors would prefer for-profits. Since nonprofits control agency costs more efficiently than for-profits do, why do for-profits exist at all? The answer lies in for-profit schools' superior ability to raise capital and to exploit economies of scale.
There is ample evidence to suggest that most for-profit charter schools operate at a larger scale than nonprofit schools do. Scale in schools can be measured both in individual school size and in school network size.' 0 7 The available evidence indicates that for-profit charter schools are larger than nonprofits along both dimensions. Heath Brown recently measured and compared for-profit and nonprofit charter school scale on both dimensions in a four-state survey. Brown found that for-profit charters tend to operate larger individual schools and to centralize administrative functions into network offices at a higher rate than nonprofit charters do.1" 8 Other evidence supports Brown's finding on network size. The ASU study surveyed 436 for-profit charter schools across the country in 2004-2006 and found that 336-about seventy-seven percent-were operated by firms that had networks of ten or more schools. 0 9 The data in the ASU report must be taken with a grain of salt, since they probably omit a disproportionate number of small for-profit operators. But data from a more detailed report on Michigan charter schools also support this story. " ' In 1999 " ' In -2000 in Michigan, 24 of the 122 for-profit schools were operated by firms that controlled one or two schools, 36 were operated by firms with three to six schools and 62 were operated by firms with more than six schools. Three firms together operated a total of 55 schools. The ASU report also supports Brown's findings on individual school size. The ASU authors found a strong tendency among management companies with large networks to operate individual schools larger than the national charter school average. " ' For-profit schools' ability to run large networks stems largely from their superior access to capital, the most essential ingredient in economies of scale. For-profits do not have to rely on the kindness of individual donors, but can turn instead to the more tried and true methods of the profit motive and securities markets. It is difficult to say exactly how for-profit schools go about finding investors, or who these investors are, because the great majority of forprofit charter management companies are privately held, and therefore do not file periodic reports with the SEC." 2 The experience of Edison Schools is perhaps illustrative, if unusually dramatic. During its early stages, Edison Schools raised hundreds of millions of dollars from investors in private transactions (the precise amount is unclear)," ' and notified the SEC that it would attempt to raise about $15o million in its initial public offering in 1999 . , 14 The company eventually reached a total market capitalization of more than $700 million. " 5 A private equity firm purchased the company in late 2003 for around $ioo million.n 6 There do not appear to be any nonprofit charters that have raised anywhere near as much money as Edison.
Using capital to run large-scale operations makes some for-profit charters competitive with conventional public schools and nonprofit charters. In these cases, the inefficiencies of monitoring and the efficiencies of scale interact to produce an equilibrium between for-profit presence and nonprofit dominance at which the advantages of scale make some parents, governments, and donors indifferent between nonprofit schools offering low monitoring costs and forprofit schools offering high monitoring costs along with the benefits of scale. Since the equilibrium point we observe currently involves only a fourteen percent market share for for-profit schools, we may deduce that the efficiencies of scale in for-profits are small relative to the inefficiencies of high monitoring costs.
We can make this abstract discussion more concrete with a simple example. Imagine a parent whose son wants to play high school football. The parent is contemplating sending her son to a small nonprofit charter high school. If only a handful of boys are interested in playing football, or if the school is unable to afford a football field because it cannot spread the cost sufficiently across its small student body, then the school won't be able to field a team. If the parent's choice is between this nonprofit charter school and a for-profit charter
112.
Id. at 5. Imaged with the Permission of Yale Law Journal 115:178 2 school of similar size, she'll send her son to the nonprofit school, because of the risk that the for-profit school will imperceptibly cut quality to benefit shareholders. If, however, the for-profit school enrolls enough students to field a football team and is able to build a field, the parent might rationally run the risk of sending her son to the for-profit school to take advantage of the football team.
Arizona
As this example demonstrates, there are many potential economies of scale in education, both on the individual school and network levels. Large individual schools experience economies of scale because they can spread fixed costssuch as football fields, administrators, libraries, classrooms, driver's education practice ranges, and cafeteria equipment-across many students. They accomplish this by using these resources intensely. A school with only 30 students, for example, may require access to 5ooo library books to cover the full range of subjects necessary for a complete education but will use these books very lightly. A school with 500 students may require the same number of books to cover the same topics, but may use these books much more frequently without seriously diminishing their value to each student. Large schools may also allow more subject specialization among teachers.
Large school networks experience similar economies of scale. For example, they allow managers to centralize decisionmaking, eliminating the need for each school's principal to invest time in becoming fully informed and weighing the options for every decision facing the school. Networks can also centralize data collection, reporting, and accounting, which may become major burdens for small schools. Brown's study observes strong tendencies in for-profit charter networks to centralize these kinds of functions." 7 Additionally, networked schools can centralize purchasing, perhaps obtaining volume discounts from suppliers. Finally, large networks diversify risk and provide additional security for creditors. If one school in the network has a bad year financially, another may have a good year, and one school may be used to secure loans to open another.
There is undoubtedly a tension between the efficiencies gained from scale and the harmful effects of large schools on achievement. Large classrooms or perhaps even large schools arguably hurt achievement." 8 Indeed, one of the more subtle goals of charter policy is to reduce school size. How for-profit schools balance this concern against the advantages of scale is not clear. It appears, however, that the benefits of scale are sufficiendy large to create spots for at least a significant minority of for-profit schools. Achievement and Engagement, 68 SOC. EDUC. 241 (1995) .
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IV. ORGANIZATIONAL FORM AND THE GOALS OF CHARTER SCHOOL
POLICY
Besides telling us how charter school operators choose between for-profit and nonprofit forms, agency costs theory can also tell us how charter schools' choice of form affects the schools' abilities to achieve some of the more complicated goals of charter school policy. Charter advocates have cited a wide variety of possible advantages and efficiencies in support of charter schools, 11 9 including the attraction of additional resources; circumvention of costly regulations and commitments such as union contracts; desegregation; improved opportunities for parents and teachers to participate in school governance; and a variety of benefits that stem from output-rather than inputbased accountability (such as efficient input use, satisfaction of parents' preferences for idiosyncratic curricula, and greater experimentation and innovation).
In this Part, I will consider the way that charter schools' choices of organizational form impacts three of these policy goals: resource attraction, parent and teacher participation in governance, and the benefits that stem from output-based accountability. I focus only on these three goals because there is no reason to believe that for-profit and nonprofit charter schools differ meaningfully in their abilities to achieve the other goals I have described. This is true, specifically, with regard to desegregation and circumvention of costly regulations and commitments. Both for-profit and nonprofit forms have advantages, and whether a state should favor for-profits or nonprofits may depend at least partly on the state's needs. In most states, nonprofits probably better serve the complex ends of charter school policy.
A. Resource Attraction
One goal of charter policy is to attract resources that otherwise may never enter the public education system. Nonprofits and for-profits differ significantly in the types of additional resources they attract. For-profits tend to attract private capital and investment. 2 ' Unlike nonprofit schools and conventional public schools, for-profits are capable of going into private securities markets to offer equity shares in schools. For-profit schools may also be capable of obtaining innovative forms of debt financing that nonprofit and 119. See, e.g., Amy Stuart Wells et al., Underlying Policy Assumptions of Charter School Reform: The Multiple Meanings of a Movement, ioo TEACHERS C. REC. 513 (1999) .
120.
See supra notes 112-116.
conventional public schools cannot obtain. Nonprofit schools, in contrast, attract donations. As noted above, these donations may come in the forms of volunteer labor, undercompensated employee labor, or cash.' 2 ' On balance, policymakers will find the resources attracted by nonprofit schools most helpful. There may be instances in which private for-profit firms' capital-raising abilities may be useful. If for some reason a district is short of capital -enrollment is growing rapidly, for example, or the district cannot get voter approval for its bond initiative-the possibility of authorizing hybrid charter schools to build new schools with private financing may be attractive." But these instances are rare. Many conventional public school districts have good credit and can obtain funds through low-cost or even tax-preferred bonds. Authorizing for-profit charter schools to issue securities at rates that reflect inferior tax status and the risks associated with an immature industry seems a rather roundabout way of dealing with capital shortages. On balance, therefore, nonprofit schools probably attract more useful resources to public education than for-profit and hybrid schools do.
B. Localized Governance
Many charter school advocates have argued for charter schools as an antidote to large-scale operations and as a way of empowering local teachers and parents to become involved in school governance. 2 ' In spite of their efficiency in reducing costs, large schools and large networks of schools have been said to cause a variety of ills. Large schools may alienate and disorient students, and large, centralized networks may remove authority for crucial decisions like curriculum design from those best positioned to make them. Centralized governance may also discourage parents from participating and volunteering in their schools. Some charter advocates have argued that charter schools may be a solution to this problem if they can reduce school size and encourage parents and teachers to reengage in the governance of their schools. For-profit charters clearly are not as effective as nonprofit charters at achieving this goal. As noted above, for-profit schools' most viable business model is to 
C. Output-Based Accountability
Many charter school theorists have pointed to a variety of benefits that may derive from charter schools' accountability for outputs rather than inputs. The value created by output-based accountability may take a variety of forms. For example, market pressure may push charter schools to satisfy idiosyncratic parent and student preferences for particular novel curricula. The National Study of Charter Schools found that "the primary reason for founding charters was to realize an alternative vision for schooling." ' 2 These idiosyncratic curricula improve efficiency by allowing parents and students who prefer these curricula over more traditional methods to derive more satisfaction from the same level of government spending. Even if distinctive curricula do not improve students' performance on standardized tests, they make parents and students happier and more satisfied with schools.
Another possible benefit is the incentive introduced by market competition to use inputs efficiently. Milton Friedman provided the first forceful articulation of these benefits in 1955,26 and numerous other proponents of school choice have since made similar arguments. 1 2 7 John Chubb and Terry Moe argue that choice forces inefficient schools to close and allows efficient schools to thrive through "natural selection."" 28 Before the No Child Left Behind Act (and perhaps even now) conventional public schools may have had inadequate incentives to hire capable teachers, for example, because the negative consequences may not have been significant (at least in a marketaccountability sense). Ideally, market competition and the threat of charter school closure forces more efficient input use by charter schools. Output-based accountability may also allow charter schools to innovate more efficiently than conventional public schools. Besides producing value by catering to idiosyncratic preferences, ' 29 charter schools may produce value by creating gains on widely agreed upon standard measures of success because charters have both the regulatory freedom and the incentive to innovate.3°T hough some early charter school theorists argued that regulatory freedom alone could produce innovation and experimentation,' 3 1 many theorists since have rooted these arguments in the pressures that output-based accountability produces. In Chubb and Moe's account of the benefits of charter schools, for example, regulatory freedom improves charter schools' ability to innovate and discover more efficient methods primarily because regulatory freedom makes schools more responsive to market pressures. 132 They argue that only schools "unconstrained by bureaucracy" can change quickly enough to meet parents' and students' preferences. ' 33 All of this is worth thinking about because there is reason to believe that for-profit schools are slightly more responsive than nonprofit schools to the pressures of output-based accountability. Many early nonprofit theorists argued that in the absence of a profit motive and monitoring by interested shareholders, nonprofits would be less responsive to market pressures. If these theoretical predictions are true, policymakers may want to encourage for-profit schools, rather than nonprofit schools, to take advantage of the myriad benefits of output-based accountability.
These theoretical predictions favoring for-profits' responsiveness to output-based pressures have not been strongly supported by empirical research, however. In the last twenty years, the relative efficiency of for-profit and nonprofit firms in responding to market pressures has been the subject of an extensive empirical debate, much of it focusing on the healthcare industry. Although some research has suggested that nonprofit firms are less likely than for-profit firms to structure managers' pay in ways that directly incentivize izg. See supra note 125 and accompanying text. Charter school theorists, as well as many state legislatures and charter regulators, have failed to recognize the important role that organizational form plays in charter schools. Although most states prohibit for-profit organizations from directly holding charters, only a handfil of states acknowledge that the means for circumventing this restriction -hybrid contracting arrangementsare simple and widely used. 3 7 Charter school regulators are also seemingly unaware of the importance the nonprofit role has played in ensuring charter schools' success. Most charter school regulation emphasizes direct bureaucratic and parental monitoring, even though the nonprofit form may have done as much or more than these forms of monitoring to ensure charter schools' efficiency. Additionally, charter school research has inadequately explored the consequences of organizational form for some of the more complex goals of charter school policy. Though regulators and researchers may have been aware that for-profit schools presented some risk for abuse, there has been no serious attempt to assess the impact of organizational form on goals such as resource 134. A recent study of hospital manager compensation found that even when it is possible to incentivize managers to achieve, nonprofit firms are less likely than for-profit firms to do it. Roomkin & Weisbrod, supra note ioi, at 750-51. Output-measurement problems may make writing incentive contracts in nonprofit firms difficult. attraction, localized governance, and responsiveness to output-based competition.
A number of policy reforms would make charter school regulation more responsive to the problems and opportunities posed by for-profit and nonprofit forms. First, while almost all state legislatures have already prohibited for-profit schools from directly holding charters, those states that have not should do so. Furthermore, legislators and agencies should close the loopholes that allow for-profit entities to operate charter schools by signing management contracts with nonprofit charter-holding entities. Most state legislatures, by prohibiting for-profit entities from holding charters directly, have made a judgment that for-profit charter schools are bad policy. My analysis suggests that this judgment is sound except in a limited set of circumstances. State legislatures should take their own judgment seriously by prohibiting for-profit entities from functionally achieving charter ownership through artful paper shuffling.
There is no reason to distinguish between direct for-profit ownership and hybrid arrangements that functionally emulate for-profit ownership. The nonprofit entities that contract with for-profit management firms in hybrid schools are unlikely to meaningfully check the for-profit firms' tendency to exploit high monitoring costs. The nonprofit boards in hybrid schools are often controlled by the for-profit management firms. And even if the nonprofit boards begin by bargaining at arm's length, they inevitably come to occupy extremely weak bargaining positions after the for-profit management firms completely take over their schools. In such instances, ending the contractual relationship means shutting down the school entirely.
Even if the majority of state legislatures are wrong and for-profit schools are actually good public policy, hybrid arrangements are still suboptimal. If for-profit schools are desirable, why force them to jump through the hoop of hybrid management structures? If state legislators seriously believe that forprofit schools make sense, the solution is not hybrid structures, it is direct forprofit ownership.
A prohibition on hybrid and nominally for-profit charter schools should perhaps be tempered by a couple of exceptions. There might be an exception for instances in which the for-profit firms are being used to remedy capital shortages in public schools. Such an exception would be difficult to craft. It might require, for example, a for-profit school's application to be sponsored by a conventional public school district, or a public school district to prove to the chartering agency that the district is facing some capital crisis for which empowering a for-profit school is the best solution. The prohibition on hybrid and nominally for-profit charter schools could also create an exception for hybrid arrangements that grant for-profit companies only a small role in the Imaged with the Permission of Yale Law Journal management of schools. Such an exception might prohibit any contract between a nonprofit charter-holding entity and a for-profit firm that grants more than a certain percentage of the school's annual revenue to the for-profit firm for management services.
Second, if state legislatures refuse for whatever reason to prohibit nominal and functional for-profit control of charter schools, then state legislatures or administrative agencies should place indirect limits on management firms' ability to cut costs and increase profits. Charter regulators already monitor charter school finances relatively vigorously. These regulators could also use their administrative lawmaking authority to fashion and enforce rules limiting the profits that even for-profit management firms can make. Alternatively, agencies might mandate certain inputs -such as teacher or curriculum certificationor limit the amount of money that for-profit schools may spend for purposes other than the procurement of inputs to be used on a school's premises or at centralized administrative offices. These kinds of regulations cannot reproduce the culture of nonprofit organizations that Hansmann and others have identified as being important to nonprofits' effectiveness. But they may curb the most egregious attempts to cut quality in ways that parents and governments cannot observe directly.
Third, legislators and regulators should, to the extent possible, close the loopholes in existing monitoring regimes. Some of the failures of charter school monitoring are inevitable. Tests, for example, are always limited and they will always imperfectly match the highly complex goals of education. But many of the monitoring failures that have produced nonprofit dominance are the results of flaws in charter policy design and implementation, rather than inevitable obstacles that can never be overcome. For instance, policymakers should ensure that charter-monitoring agencies have adequate staff and resources to gather whatever information is available and disseminate it to the public. These agencies can consistently gather test data, financial data, and enrollment figures, and can make these data available to the public, thereby helping parents more effectively monitor charter schools themselves.
Finally, enforcement authority must be clearly delineated. Everyoneregulators, operators, and parents -should clearly understand which agency can force accountability and on what terms. Because closing a charter school often requires agencies to overcome significant public opposition, rules regarding achievement should be stringent, clear, and permit little opportunity for dispute.
